II. LITERATURE REVIEW
There is extensive literature on the relationship between fiscal decentralisation and economic growth. Different studies found different results for developing as well as developed countries but no study found on the same relationship in the context of Pakistan. Phillips and Woller (1997) suggested that there exists a statistically significant though trivial inverse relationship between the level of revenue decentralisation and economic growth in sample of developed countries. They failed to find any relationship between fiscal decentralisation and economic growth in sample of less developed countries. Their data set consists of annual observations on twenty-three less developed and seventeen developed countries for the years 1974 through 1991. Zhang and Zou (1998) using the provincial panel data for the period 1978-1992 for China, found that a higher degree of fiscal decentralisation of government spending is associated with lower provincial economic growth over the past fifteen years. This consistently significant and robust result in their empirical examinations is surprising in light of the argument that fiscal decentralisation usually makes a positive contribution to local economic growth.
Jin and Zou used the panel data set for China's 30 provinces for the time period from 1979 to 1993 and 1994 to 1999 separately. The results suggested that in both time periods, expenditure and revenue decentralisation levels should further diverge to benefit provincial growth.
Xie, Zou and Davoodi (1999) found for the high-income country United States (covering the period since 1949) a highly insignificant effect of fiscal decentralisation on economic growth. They argue that the degree of fiscal decentralisation in this country may be at an optimal level so that benefits from a further rise of fiscal decentralisation are unlikely. Lin and Liu (2000) used the province-level panel data of 28 provinces of China for the period 1970-1993. They examined the effect of fiscal decentralisation on economic growth by using a production-function-based regression analysis framework. They suggested that fiscal decentralisation has made a positive contribution to growth process. They also concluded that rural reform, the non-state sector and capital accumulation along with fiscal reform are the key deriving forces of China's impressive growth over the past 20 or so years. Thieben (2001) reviewed the benefits and shortcomings of fiscal decentralisation for OECD countries for the period of 1975-1995. He used the pure cross-sectional technique for analysis. He concluded that there is no relationship between economic performance of high-income OECD countries and reliance of sub-national governments on own revenue sources to finance their expenditures. Although it appears that increasing self-reliance and capital formation are positively related, the associations between selfreliance, on the one hand, and TFP growth and economic growth, on the other, are unclear.
Martinez- Vazquez and McNab (2001) concluded that it is still an open question for empirical search for a direct relationship between fiscal decentralisation and economic growth. Much less attention has been devoted in the literature to the indirect channels through which fiscal decentralisation may effect economic growth, through the impact of fiscal decentralisation on economic efficiency, the regional distribution of resources, and macroeconomic stability.
Ebel and Yilmaz discussed the topic of measurement of decentralisation and different models on the relationship between fiscal decentralisation and economic growth. Discussing the fiscal designs of OECD countries, they concluded that decentralisation is surprisingly difficult to estimate and data, used by different authors, in spite of many merits, falls short of providing full picture of fiscal decentralisation. Mello and Barenstein (2001) used the cross-country data for up to 78 countries for the period 1980-1992 and concluded that the higher the share in total sub-national revenues of non-tax revenues and grants and transfers from higher levels of government, the stronger the association between decentralisation and governance.
Martinez- Vazquez and McNab (2003) using panel data set for 52 developing and developed countries for the period 1972-1997, examined the direct and indirect relationship between fiscal decentralisation and economic growth and macroeconomic stability. They found that decentralisation appears to reduce the rate of inflation in the sample countries, does not appear to directly influence economic growth, and has an indirect, positive effect on growth through its positive influence on macroeconomic stability. Feltenstein and Iwata (2005) give an empirical examination of the impact of fiscal and economic decentralisation in China on the country's economic growth and inflation, using a vector autoregressive (VAR) model with latent variables. Their econometric investigation offers strong evidence that there is a connection between decentralisation and macroeconomic performance in China. Economic decentralisation appears to be positively related to growth in real output for the entire postwar period in China. Fiscal decentralisation seems to have adverse implications for the rate of inflation, especially after the late 1970s. Decentralisation would therefore seem to be good for growth and bad for price stability.
III. TRENDS IN FISCAL ALLOCATION BETWEEN THE CENTRAL AND PROVINCIAL GOVERNMENTS IN PAKISTAN (a) Overall Fiscal Status
We analyse the fiscal stance of Pakistan which has two sides to balance the budget, namely revenues and expenditures. Total revenues are divided into two tax revenues and non-tax revenues. Total revenues are 16.9 percent of GDP in 1990-91 and 14.2 percent in 2005-06 (as shown in Fig. 2 ). There is no significant increase or decline in revenues. Tax and non-tax revenues have also insignificant fluctuations. 
(b) Relative Fiscal Status between the Central and Provincial Governments
Fiscal decentralisation can be measured by the relative sizes of central spending and revenue collection and provincial spending and revenue collection. Pakistan has a highly centralised structure, characterised by the constitutional assignment of powers and the political, administration and fiscal systems [Kardar (2006) ]. The Constitution of Pakistan gives the power to the Federal Government to levy the most productive taxes under present conditions-taxes on non-agricultural incomes, taxes on import, production or excise duties and sales taxes. Once collected, these taxes are then shared between the federal government and the provinces and between the provinces and local governments while the expenditure responsibilities are assigned to the sub-national governments. So, the revenue side is not a good indicator of decentralisation compared to expenditure side.
Revenues are allocated between Federal and Provincial governments with help of National Finance Commission which is formed by the President of Pakistan after every five years. Since 1997, the share of the Government in the divisible pool has been fixed at 62.5 percent while the share of the provincial governments has been fixed at 37.5 percent. Beginning 2006-07, the share of the provincial governments in the divisible pool will rise annually to 41.5 percent, 42.5 percent, 43.75 percent, 45.0 percent and 46.25 percent thereafter in coming years (Economic Survey, 2005-06) . 
IV. METHODOLOGY AND MODEL
The present study is based on secondary source of data consisting annual observations on Pakistan and all four provinces for the period of 1971-2005. We have taken the real Gross Domestic Product at current factor cost as dependent proxy variable to analyse the impact of fiscal decentralisation on economic growth of Pakistan. Lin and Fiscal decentralisation is measured with respect to both revenue and expenditure assignments. In the literature on fiscal decentralisation, different decentralisation measures have been used. These studies include Phillips and Woller (1997) ; Lin and Liu (2000) ; Mello and Barenstein (2001); Thieben (2001) ; Xie, Zou, and Davoodi (1999) ; Zhang and Zou (1998); Jin and Zou, Feltenstein and Iwata (2005) . However, we have used the best known indicator of fiscal decentralisation.
Our decentralisation variables are RPEC: The ratio of sub-national government expenditures to total government expenditures; RPECA: The ratio of sub-national government expenditures to total government expenditures less defence expenditures and payment of interest on debt; RPRC: The ratio of sub-national government revenues to total government Revenues; and RPRCA: The ratio of sub-national government revenues less grants-in-aid to Total government revenues.
The variables RPEC and RPRC are straight forward measures of expenditure and revenue decentralisation. The use of these two ratios alone as measures of fiscal decentralisation, however, can be misleading [Phillips and Woller (1997) ]. Confusion can occur when all or most local taxes, tax bases, and tax rates are established by the central government, when the central government exercises control over provincial expenditures, when grants-in-aid from the central to provincial governments are earmarked for specific purposes, or when defense and debt expenditures by the central government are taken into account as the case of Pakistan (presumably we want to include only those expenditures that could, in principle, be the responsibility of either level of government). Though we cannot account for all of the above difficulties, two simple adjustments are possible [Wasylenko (1987) ]. The first adjustment in RPECA is to subtract defense and debt expenditures from total government expenditures when calculating the ratio of provincial government expenditures to total government expenditures. The second adjustment in RPRCA is to subtract grants-in-aid from provincial government revenues when calculating the ratio of provincial government revenues to total government revenues. Now, we explain our other explanatory variables.
OPEN: Openness, measured by the total volume of foreign trade (sum of exports and imports divided by GDP Where, Y is GDP at current factor cost. Explanatory variables are explained above. Our explanatory variables (other than fiscal decentralisation variables) of growth used in many other studies on economic growth can be explained. The argument for including the degree of openness as a determinant of growth states that more exports lead to more efficient resource allocation as a result of external competition in the world market, whereas imports are the means to import advanced technology from developed economies [Zhang and Zou (1998) ]. Inflation can generate a positive effect on growth because higher inflation leads people to invest more in physical capital and cut their realbalance holdings (the Tobin portfolio-shift effect). But at the same time, inflation raises the transaction cost of economic activities (consumption and investment) and may reduce the rate of economic growth [Zhang and Zou (1998) ]. To capture the impact of budgetary expenditures and revenues of central and provincial governments on economic growth, we have included the total govt. expenditures and revenues. However, our primary concern in this study is with fiscal decentralisation variables.
In this study, first, we will check the stationary/non-stationary of variables using Augmented Dickey-Fuller (ADF) test with intercept and trend and intercept. If all variables will have the same integrating order, the co-integration analysis will be undertaken. If long-run relation will exist then model will be conducted by including the difference of lagged random error term. This model will be estimated based on OLS method. However, if variables are not going to co-integrate, then we will apply only OLS method with difference of the variables based on the ADF test. Moreover, the problem of autocorrelation is handled by using Autoregressive and moving averages methods of different orders.
V. EMPIRICAL RESULTS
First of all, we have conducted the ADF test for stationarity or non-stationarity. Results of the mentioned test are reported in Table 1 and Table 2 . Our dependent variable GDP time series is not stationary at 1st difference operator when we test it with intercept. It is also not stationary when tested with trend and intercept at 2nd difference operator as reported in Table 2 . We have found only Log (GREV) and OPEN time series stationary when tested with intercept. But when we test Log (GREV) with trend and intercept, this time series found non-stationary. OPEN found stationary time series when tested with trend and intercept. So, the time series cannot be co-integrated due to unidentical conclusions from ADF test with intercept and with trend and intercept both. Our regression results are based on difference operator and we have used the first-order moving average process. The regression results are reported in Table 3 . Results are not very much different from our expectations because we found positive association between fiscal decentralisation and economic growth except the ratio of provincial revenues to central government. Some studies surprisingly found the negative association between fiscal decentralisation and economic growth i.e. Zhang and Zou (1998) , Phillips and Woller (1997) and Davoodi and Zou (1998) . Our variables other than decentralisation are found significant except GEXP. In case of Government Expenditures, current expenditures comprising of expenditures for defence and debt payments, has a lion's share in total expenditures in Pakistan. So, it has not significant effect on economic growth of the country. INFL is highly significant and has positive impact on economic growth because higher inflation leads people to invest more in physical capital and cut their real balance holdings. GREV has also positive impact on economic growth and it is significant. OPEN has negative impact on economic growth. But our central focus is on fiscal decentralisation variables which are little surprising in their results. Ratio of provincial revenues to central revenues (RPRC) has negative association with economic growth of Pakistan in our sample period but when this ratio is adjusted (Provincial Revenues less Grants from federal government divided by Total Government Revenues), it has positive impact on economic growth and statistically significant. It is strong evidence for fiscal decentralisation on the revenue side. RPEC has also positive impact on economic growth and statistically significant which is also strong evidence for fiscal decentralisation in Pakistan. When we adjust this ratio to reduce the confusion which can occur when defence expenditures and debt payments are taken into account, the result is found statistically insignificant but has positive impact on economic growth just supporting the theory. Insignificant results are not surprising because some previous studies also found insignificant results especially for developing countries. For example, Phillips and Woller (1997) found statistically insignificant results for decentralisation variables, when they regressed these variables especially for developing countries. Our overall model is strongly supporting the evidence that fiscal decentralisation will lead to accelerate economic growth. Note: *, **, *** indicates that parameters are significant at 1 percent, 5 percent and 10 percent level respectively. R 2 and F-statistic values are also reported in Table 3 . So, overall impact of fiscal decentralisation variables and our other regressors on economic growth is near about 74 percent which is supporting overall goodness of fit.
VI. CONCLUSIONS
The main focus of this paper was to provide theory and evidence on the relationship between fiscal decentralisation and economic growth for Pakistan. We have found mixed type of results i.e. some variables like RPEC,RPRCA have positive relationship and found significant but we have also found a coefficient (1.191) for variable RPECA which has positive impact on economic growth but statistically insignificant. We have also found a variable (RPRC) which has negative impact on economic growth. Perhaps, it is understandable at the this stage of development in Pakistan, where the central government is constantly constrained by the limited resources for public investment in national priorities such as highways, social services, poverty reduction, telecommunications, energy, defence, debt servicing etc. Such key infrastructure projects may have a far more significant impact on growth. This finding has some implications for Pakistan, pursuing fiscal decentralisation. The merits of fiscal decentralisation have to be measured relative to the existing revenue and expenditure assignments and the stage of economic development. The central government is in a better position to undertake the fiscal responsibilities at the early stage of economic development. However, if the shares of provincial government revenues and expenditures rise continuously then it can slow the pace of economic growth.
